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CORPORATE PROFILE

RTW, Inc. provides disability and absence management services to:
(i) employers insured through our wholly-owned insurance subsidiaries,
American Compensation Insurance Company and Bloomington
Compensation Insurance Company; (i) self-insured employers

and employers with large deductibles; (iii) state assigned risk plans;
(iv) other insurance companies; and (v) agents and brokers on a

consulting basis.

We developed two proprietary tools to increase productivity for
employers: (i) ID15°, designed to quickly identify chose injured
employees who are likely to become inappropriately dependent on
disability system benefits; and (i) RTW Solution®, rapid intervention
in and intensive management of potentially high-cost injuries,
designed to lower employers’ disabiliry costs and improve productivity
by returning injuted employees to work as soon as safely possible.

We support these proprietary management systems with state-of-the-

art technology and talented employees who give it life.
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Lﬁtter to Dear Fellow Shareholders:

There is a single common thread that runs through our core ... a theme that
hareholders.

permeates our organization and the people who make it great. Our message is

ot

consistent and clear:

We transform people from absent or idle to present and productive.

Producrivity losses due to employee absences cost U.S. employers more than $260
biilion each year. The direct cost of disability and insurance programs related to
these absences cost employers another $100 billion. We change those numbers!
Our unique solutions reduce the direct costs associated with disability and improve
productiviry.

Every day we work with people who sustain injuries - injuries that have the potencial to
change lives. These people come from many different industries and from all walks of
life. By focusing on the person, rather than solely on the nature of the person’s injury,
we transform outcomes. With ID15°% we identify psychosocial behaviors thac are likely
to exacerbate absence. Using the RT'W Solution®, we intervene quickly to change
outcomes. We care about the people we touch and are passionate about the difference
we make — we reduce costs, we increase productivity and we save lives.

Our Experience in 2006

We began to diversify RTW in 2004 1o avoid the experience we endured during the last soft insurance market cycle. We
identified opportunities that reduce workers’ compensation and other disability costs and improve productivity for our
customers while leveraging our core competencies: IDI15°% RTW Solution®, proprietary technology and talented emplayees.
Since thar time, we have added non-insurance revenues thac offer us strong operating margins and provide significanc
growth patential while requiring lictle capital. We are pleased with aur progress in transitioning RTW from being purely a
mono-line workers' compensation insurance company to becoming a diversified service organization, We believe we have
pasitioned RTW to achieve sustainable, long-term growth and success.

During 2006:

» We focused on writing insurance business at rates that provided us a reasonable opportunity for profit and
declined business that we believed was unreasonably priced. We ailowed gross earned premiums to decrease to
maintain bottom-line proAt. Competitors continued to lower their prices, seeking to increase volume and cash
flow. Our insurance niche, with an average premium over $90,000, is very competitive during a soft marker cycle
and it is not unusual to see competitors undercut our price by 20% or more; and

» We grew service revenue to $5.9 million. Despite decreased service revenue from the Minnesota Assigned Risk
Plan (ARP), 2000 service revenue grew over 35 percent year-over-year and 2006 non-ARP service revenue grew
over 110 percent.

We expected to grow service revenue quickly enough in the shore-term to offser anticipated declines in premiums earned and
cost increases related to growth in infrascrucrure. We were disappointed thar this did not happen late in 2006. We expect to
rerurn to proficability in 2007,

Net income in 2006 rotaled $3.3 million or $0.60 per fully diluted share, down from 2005, We grew net worth by
$800,000, increasing our book value per-share by 6.5 percent even after repurchasing 319,000 shares of our common stock
in 2006 for $3.3 million. Other 2006 accomplishments include:

» We completed and rolled ourt the re-write of our case and claims technology in September 2006, This technology
now enables us to provide insurance solutions to our customers while supporring our service solurions as well;

» We improved efhiciency by adjusting workflow and the supporting technology, resulting in increased and added
capacity to prepare us for growth in both service and insurance revenue in 2007 and beyond; and

¥ We mainrained a very strong balance sheet as we positioned our technology, organization and people for the future,
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Service Business Accomplishments

Challenged by shrinking service revenues from the Minnesora Assigned Risk Plan, we successfully grew our service business
in 2006, We developed relationships with partners thar add variable capacity as we grow. We are excited by what we see
happening in our service business:

» We continued to expand our reach, providing services to customers with operations in over 30 states, up from 18
stares at the end of 2005;

» We penetrated the ranks of the Fortune 500, adding rwo new Forrune 500 customers; and

» We continue to grow our referral business by gaining recognition for the outcomes we deliver.

Insurance Business Accomplishments

» We continued 1o improve our ability to manage claims and released $1.8 million to income from previously
recorded reserves;

» The A.M. Best rating for our insurance subsidiary, American Compensation Insurance Company (ACIC), was
upgraded to B++ “positive” from B+ “positive” in April 2006. Our new insurance subsidiary, Bloomington
Compensation Insurance Company (BCIC), also received that rating; and

» We again grew policyholders’ surplus for our insurance subsidiaries, growing by $3.0 million in 2006 to $46.6 million.

Qur View of the Industry

We believe that the existing age-old market models need significant change. Competitors continue to deliver commodity
services at commodity prices with little improvement in cost or productivity to employers. With medical costs increasing

at double digit rates and indemnity costs changing with wage inflation, it is more important than ever to find ways o
transform outcomes. Our solutions change long-standing paradigms as we provide improved results to employers. What we
do is very different and delivers incredible value, not just commodity resules. 'We are changing the way business is done
and managing disability differently. We focus on the key drivers of claim outcomes - people and their behaviors. We are
changing that age-old way of doing business, one customer at a time!

A Current Assessment

We are deep into a soft insurance market cycle. We believe some insurers are again chasing top line revenue and cash flow
by wricing business at what we believe to be below-cost prices. Writing profitable insurance business requires steadfast focus,
disciplined underwriting and exceptional claim management. In light of the soft market cycle, growing service revenue is
more important than ever,

Growing Service Revenue

We deliver our services to employers through the Absentia® division of RTW. W create for employers “the absence of
absence.” Our solutions dramatically reduce direct costs associated with workers’ compensarion and disabilicy while
improving productivity. Our service business requires minimal capiral and is expected to provide us strong operating
margins as we grow. Absentia provides us incredible growth potential while decreasing our reliance on premiums carned
from workers’ compensation insurance.

We have built a solid pipeline of service opportunities and are expanding our sales and marketing strategy beyond larger
customers, who have much longer sales cycles. We are building sales and account management, adding the capability to sell
customers regionally and increasing our focus on middle market employers where our experience shows the sales cycle to

be shorter. We have worked diligently to seize the available market opportunity and are prepared for the challenges that lay
ahead of us. We expect another year of double-digit service revenue growth in 2007.




Growing Premiums Earned

Our revenue continues to be dominated by premiums earned on our workers compensation insurance products. We

are committed to the profitability, health and long-term growth of our insurance operations. We manage our insurance
operations conservacively, protecting surplus and our A.M. Bese rating. Unlike other industrics, neither size nor brand name
determines our profitabilicy. What counts is underwriting discipline and exceprional claim management. We operate our
insurance companies for success over time, not for the moment. Success requires thar we exercise discipline in underwriting,

manage claims exceptionally, reserve conservatively and avoid inappropriate exposures,

We expect to experience challenges in insurance pricing in the near term and will be prudentin writing insurance business
until we see strengthening in insurance rates. In our historical niche, top line insurance revenue will continue to be subject
to pricing pressure in 2007. We expect to reverse the trend in our premiums by:

? Increasing agent submissions through new marketing efforts with existing agency partners and writing more
business as a result, at appropriate prices and retaining business that might otherwise non-renew. Since January 1,
2007, we are seeing increased submission How, higher retention rates and more new business opportunities; and

* Continuing to grow our small account book. Outside our traditional Minnesota, Michigan and Colorado markets,
we have been writing small accounts and association business. With our business partners, we have expanded this
business to ten states where we are licensed but had not been writing insurance business. We believe these niches are
less vulnerable to below-market pricing during a “soft marker” than our traditional niche markets and will provide us
an opportunity to build a book of business thar will provide a strong base in all market conditions.

What You Can Expect in 2007

We are pleased with our progress and believe we have developed the platform for a greac future; however, we cannot rest

on our laurels. We will continually evaluate our progress, adjusting our approach as we go to ensure that we have the right
people and processes ar the right place and time. We will continue to grow geographically and add capabilicy to touch more
states. We will visit our vision religiously to help us drive change in the company today.

We are commirted to growing service revenue in a very meaningful way in 2007 by expanding our sales and marketing
strategy and leveraging our existing pipeline of opportunities. We are also committed to growing insurance - prudently,
marketing more effectively with our existing agent plant and adding small account business at a growing rate. We will
continue to improve our ability to deliver and provide services that differentiate RU'W from the industry.

People are the key to ensuring our success. Today, 1 am pleased 10 report thac I am surrounded by an exceprional executive
management team whose dedication and loyalty to our mission and vision is unwavering and steadfast. We are, in turn
furcher surrounded by enthusiastic and passionate employees that live our vision every day and make it a reality. 1 appreciate
all they conrtribute and thank them for the hard work and commitment in driving RT'W to success. [ am pleased to have
the opportunity work with such an incredible group of people and fortunate to lead an organization that makes the kind of
difference we do each day.

I am excited about where we find ourselves and our company. In a short time, we have transformed RTW from being a
mono-line workers’ compensation insurance company to an agile, innovative forward-looking service organizacion. We
are proud of our accomplishments but realize there is much more to do. We are energized and driven by our vision of the
future. We expect new challenges and new unknowns. We will thrive by breaking from the past, arriving with new ideas and
solutions that will further change the existing paradigm. We believe RTW is well-positioned for continued success. As more
companies realize the savings they can capture by approaching an old problem with a new solution, our business will grow
and prosper.

'ﬂ]ank )’()U fO[' )'Ol.ll' ()ﬂgOiI‘lg SLleOI‘l’ OF tht‘ Comp:my.

\/m,a//u

Jeffrey B. Murphy
President and Chief Executive Officer
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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

Form 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended December 31, 2006
OR

0O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission file number: 0-25508

RTW, INC.

{Exact name of registrant as specified in its charter)

Minnesota 41-1440870
h (State or other jurisdiction (I.R.S. Employer
of incorporation or organization) Identification No.)

U T
;\j 8500 Normandale Lake Boulevard, Suite 1400
Y o ) Bloomington, MN 55437
. / (Address of principal executive offices and zip code)

,:./.‘S\)Registrant’s telephone number, including area code: (952) §93-0403
(5

Securities registered pursuant to 12(b) of the Act:
Common Stock, no par value
Series A Junior Participating Preferred Stock

Securities registered pursuant to 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known, seasoned issuer, as defined in Rule 405 of the Securities
Act. Yes O No 4

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Act. Yes O No 3

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and {2) has been subject to such filing requirements for the past 90 days.  Yes Neo [

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of the registrant’s knowledge, in definitive proxy or information statements
incorporated by reference in Part I of this Form 10-K or any amendment to this Form 10-K: O

Indicate by check mark whether the registrant is an accelerated filer (as defined in Exchange Act Rule 12b-2)
Large accelerated filer O Accelerated filer [ Non-accelerated filer

Indicate by check mark whether the registrant is a shell company {as defined in Exchange Act
Rule 12b-2) Yes [ No

As of March 28, 2007, 5,153,000 shares of Common Stock, no par value, were outstanding. As of June 30, 2006,
assuming as fair value the last sale price of $10.73 per share on The Nasdaq Stock Market, the aggregate fair value of
shares held by non-affiliates was approximately $45.2 million.

Documents incorporated by reference:

Certain portions of the Company’s Proxy Statement for its annual meeting of shareholders to be held on June 13,
2007, a definitive copy of which will be filed with the Securities and Exchange Commission within 120 days of
December 31, 2006, are incorporated by reference in Part I1I of this Report on Form 10-K.
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PART 1

ITEM 1. BUSINESS
Overview

RTW, Inc. (RTW) provides disability and absence management services, directed today primarily at workers’
compensation. Qur wholly-owned insurance subsidiary, American Compensation Insurance Company (ACIC) and
its wholly-owned insurance subsidiary, Bloomington Compensation Insurance Company (BCIC) offer guaranteed
cost workers’ compensation insurance to employers located primarily in Minnesota, Michigan and Colorado. Our
Absentia® division provides services to: (i) self-insured employers on a fee-for-service basis; (ii) state-sponsored
assigned risk plans on a percent of premium basis; (iii) other insurance companies; and (iv) to agents and employers
on a consulting basis, charging hourty fees. ACIC is licensed in twenty-three states. BCIC received a license from
Minnesota in October 2005 and from Colorado in February 2007. RTW, Inc. was incorporated in Minnesota in
1983. Collectively, “we,” “our” and “us” refer to RTW, ACIC, BCIC and Absentia in this document.

We developed two proprietary systems to manage disability: (i) ID15%, designed to quickly identify those
injured employees who are likely to become inappropriately dependent on disability system benefits; and {ii) RTW
Solution®, rapid intervention in and intensive management of potentially high-cost injuries, designed to lower
employers” disability costs and improve preductivity by returning injured employees to work as soon as safely
possible. We support these proprietary management systems with state-of-the-art technology and talented employ-
ees dedicated to our vision of transforming people from absent or idle to present and productive. Our insurance
subsidiaries are domiciled in Minnesota and operated primarily in Minnesota, Michigan and Colorado in 2006,
2005 and 2004. Absentia provided services for its customers in over 30 states at December 31, 2006 up from
18 states at December 31, 2005.

Our approach to managing disability reduces medical expenses and wage-replacement costs (including time
away from the job). We:

» focus our efforts on the 15% of the injured employees that drive 80% of the system costs;

* control costs by actively managing all participants in the system, including employers, injured employees,
medical care providers, attorneys and the legal system; and

» return injured employees to work as soon as safely possible.

Industry

Today, we derive a substantial portion of our revenue from products and services related to managing workers’
compensation. Workers’ compensation benefits arec mandated and regulated at the state level. Every state requires
employers to provide wage-replacement and medical benefits to workplace accident victims regardless of fault.
Virtually all employers in the United States are required to either: (a) purchase workers’ compensation insurance
from a private insurance carrier; (b) obtain coverage from a state managed fund; or (¢) if permitted by their state, to
self-insure. Workers’ compensation laws generally mandate two types of benefits for injured employees: (i) indem-
nity payments including temporary wage-replacement or permanent disability payments; and (ii) medical benefits
that include payment for expenses related to injury diagnosis, treatment and rehabilitation, if necessary, On an
industry-wide basis, medical benefits represent approximately 55% of benefits paid, while indemnity benefits
account for the remaining 45%,

Estimated workers’ compensation insurance premiums for 2006 are $40 billion nationwide. Approximately
75% of the premium volume is written through the traditional or private residual market, including commercial
insurers and state-operated assigned risk pools established for high-risk employers. The balance is written through
state funds operated to increase competition and stabilize the market.

Indemnity benefits are established by state legislative action and increase as wages and state mandated benefits
rise. Indemnity costs generally increase at a rate consistent with wage inflation while medical expenses have been
increasing at a double-digit pace across the United States. We believe the most significant factor affecting cost in the
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workers’ compensation system results from incentives for injured employees to remain away from work, continuing
to collect indemnity payments and receiving medical treatment beyond the point that is necessary.

We believe that we are more effective than wraditional insurance companies and third party administrators in
contrelling medical and indemnity costs and returning employees to the workplace in a timely manner. Traditional
efforts focus on workplace safety and medical cost containment and as a result, have reduced some expenses. These
efforts have not had a significant effect on the overall system cost because they have not focused effectively on
controlling wage replacement and lost productivity. Traditional insurance companies have moved toward a more
comprehensive management approach in recent years including return-to-work initiatives and, while somewhat
successful, they have not realized the cost reductions and claim closure outcomes that we have achieved.

Our Management Approach

We developed our approach to managing disability after observing two important characteristics of the system:
(1) 15% of all injuries result in 80% of the system costs; and (ii) an employee off work for twelve weeks has a 50%
likelihood of never returning to work. We developed ID15% to identify those claims likely to account for 80% of the
system cost and our RTW Solution® to intervene quickly, reducing lost time and producing significant cost savings
for our customers. We promptly identify {generally within 48 hours after being notified and with a 95% degree of
accuracy) claims likely to result in significant expense and act quickly to control these costs before they are incurred
or get out of hand. We intensely manage all aspects of the system: employers, injured employees, medical care
providers and legal and judicial participants. We focus on controlling indemnity payments for lost wages by quickly
and safely returning employees to work. As part of this strategy, we attempt to return employees to their original
position or to place them in transitional, light-duty positions until they are able to resume their original jobs. By
promptly returning employees to work, we substantially reduce not only indemnity payments, but also medical
expense per injury. We also use other management techniques to control medical costs including contracting with
provider networks, designating health care providers and performing medical fee schedule review, utilization
review and doctor peer review.

We deliver solutions to our customers through operating teams. Each operating team is responsible for
managing claims and is responsible for the loss experience of an employer or group of employers. Our operating
teams include a mix of nurses, statutory claims administrators, assistant claims administrators and clerical support
that are matched to the needs of the employer or group of employers. Operating teams meet regularly to discuss
strategies for managing difficult claims and review strategies and procedures that have been successful in resolving
disputes.

The following summarizes our approach to managing all participants in the disability system:

Customers. Prior to working with employers that we insure and customers to whom we provide non-
insurance services, we fully explain our methods, processes, guidelines and philosophy regarding appropriate return
to work and train the employer’s personnel. In addition, as part of our underwriting process, we may conduct on-site
risk assessments for prospective insured employers. Employers insured by ACIC and BCIC have historically
agreed, as part of the insurance policy, to comply with our early intervention methods and to provide transitional,
light-duty work for injured employees until such time as they are able to resume their normal positions. Compliance
for insured employers who have these endorsements to their policies, is mandatory or we cancel their coverage. Our
service customers have ultimate choice, but we encourage them to provide transitional work to reduce the cost of
lost time. To ensure that our early intervention model succeeds, we require the employer to promptly notify us of a
claim’s occurrence, typically within 48 hours of the injury.

Each operating team is responsible for managing its employers® workers’ compensation and disability
programs. The operating team meets with each employer, manages all reported injuries and actively communicates
with the employer on all open injuries. We may make workplace safety recommendations through our accident
prevention team or retain a workplace safety-engineering firm to assist employers in remedying work conditions
that create inappropriate risk. In addition, operating teams may recommend, for policies underwritten by ACIC or
BCIC, cancellation or non-renewal for employers that fail to comply with our procedures.
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Employees. We focus on the person, not solely on the nature of the injury, in determining which claims are
likely to result in higher costs and act quickly to control the related expenses. Within 48 hours of being notified of an
injury, we evaluate several factors, including the type of injury, the presence of lost time, the employee’s injury
history and employee’s psychosocial behaviors to determine whether the injury is likely to involve significant
expense. In cases where there is high-cost potential, we intervene quickly, assisting the employee in obtaining
appropriate medical care and developing a plan to get the employee back 1o work as soon as safely possible.
Employers insured by ACIC and BCIC are required to provide transitional light-duty jobs for employees who
cannot immediately return to their original positions. If the employee refuses transitional work, we may terminate
indemnity payments, but are required to continue to provide appropriate medical benefits. For employers that we
service through Absentia, we educate the employer on the benefit of return-to-work programs and work closely to
find transitional light-duty work opportunities for the employee.

Medical Care Providers. We actively assess, monitor and manage medical treatment and review medical
expenses for each injury. We contact the employee’s treating physician in cases that involve time off from work or
injuries that could involve significant expense. In these cases, the physicians are asked to provide their diagnosis,
plan of treatment and assess the employee’s physical capabilities for transitional, light-duty work. We employ and
contract with consulting physicians to assess questionable treatment plans for injured employees. These physicians
discuss injured employee treatment plans with the employee’s medical care provider. The goal is to ensure both an
accurate diagnosis and appropriate treatment plan for the injury and understand the nature and extent that the
diagnosis places limits on the employee’s ability to return to work in either the original job or a transitional, light-
duty position. We also monitor the medical services provided to ensure that the injured employee receives proper
treatment for the injury and that the employee does not receive services or procedures that are excessive,
unnecessary or unrelated to the injury. In addition, when we believe the diagnosis of an injury or the proposed
rehabilitation treatment is inappropriate, we will arrange for a second opinion with an independent medical
€Xaminer.

A medical cost management team reviews all bills submitted by medical care providers to determine if the
amounts charged for the treatments are appropriate according to statutory and other negotiated fee schedules,
including fee schedules negotiated through provider organizations.

In many states, including Minnesota, we cannot require that an injured employee go to a specific physician or
seek treatment from a specific provider. Nevertheless, we attempt to assist the injured employee in selecting
appropriate medical care providers. In Colorado and Michigan {for the first ten days after the injury), we can require
that injured employees go (o a physician within a designated network of medical care providers.

Legal and Judicial Participants. We seek to limit the number of disputes with injured employees by
intervening early, educating, ensuring appropriate medical management and treating them with dignity and respect.
As part of our process, we identify injuries that are not work related and deny those claims. We may also deny
indemnity payments for a claim when we determine that no further payments are appropriate (for example, when an
employee has been offered transitional, light-duty work and has refused it). In these and other circumstances, the
employee may engage an attorney to represent his or her interests. Generally, if the parties are unable to resolve the
matter, workers’ compensation law mandates arbitration, subject to judicial review. For cases that involve
adversarial proceedings, we engage one of several attorneys who are familiar with our philosophy and actively
seek to resolve the dispute with the employee’s attorney.

Customers

We target two specific groups of customers: (i) employers seeking workers’ compensation insurance coverage
for their operations in the states our insurance subsidiaries operate; and (ii) employers in need of non-insurance
solutions that increase productivity and reduce the cost of disability and absence. ACIC’s insured customers have a
history of workers’ compensation claim costs higher than average in their industry and typically operate in
manufacturing, retail, wholesale, health care and hospitality. BCIC’s insured customers are typically prior ACIC
customers or new customers with a credit experience modifier or a strong internal workers’ compensation
management program. In 2006, we also began writing workers’ compensation insurance for small employers
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in states outside Minnesota, Michigan and Colorado. These employers typically find it difficult to insure with
private insurers and typically are covered by state fund or assigned risk plan policies.

Our insured customer’s average annual premium per policy decreased 4.4% to $91,300 in 2006 from $95,500
in 20035 and $92,000 in 2004. Our ten largest customers accounted for $6.0 million or 12.6% of our premiums in
force in 2006 compared to $5.7 million or 10.8% in 2005 and $5.7 million or 9.1% in 2004. No single customer
accounted for more than 5% of in force premiums in 2006, 2005 or 2004. We renewed 68.5% of the policies
scheduled to expire in 2006, whereas 65.9% and 73.3% were renewed in 2005 and 2004, respectively. Substantially
all of ACIC’s and BCIC’s employers are in Minnesota, Colorado and Michigan. In addition to these states, ACIC is
also licensed in Connecticut, Missouri, Massachusetts, Illinois, Rhode Isiand, Kansas, Pennsylvania, Tennessee,
Maryland, Arkansas, Iowa, Florida, New Jersey, Georgia, North Carolina, Texas, Indiana, South Dakota, Wisconsin
and Oklahoma. We continuously evaluate opportunities to expand our insurance products beyond the states in which
we are currently licensed.

We offer disability and absence management services through RTW and its Absentia division to a broad array
of customers including self-insured employers, insurance companies, third-party administrators, agents and
brokers, state agencies and municipalities. We currently offer these services to employers in over 30 states and
expect to further expand these non-insurance service offerings throughout the United States. Our service revenue
increased to $5.9 million in 2006 from $4.4 million in 2005 and $633,000 in 2004,

Products

Insurance Products. Our gross premiums earned are derived from workers’ compensation insurance pre-
miums written by ACIC and BCIC. We began offering workers” compensation insurance products in April 1992 for
ACIC and in October 2005 for BCIC. Substantialty all of ACIC’s and BCIC’s workers’ compensation products are
guaranteed-cost insurance policies. Under a guaranteed-cost policy, an employer purchases an insurance policy
underwritten by ACIC or BCIC and pays a premium based on projected aggregate annual payroll. We assume
responsibility for the indemnity and medical costs associated with the employer’s workers’ compensation injuries
and work closely with the employer in managing the employer’s workers’ compensation program,

In addition to standard guaranteed-cost policies, ACIC offers, on a limited basis, a deductible guaranteed-cost
policy under which the employer is responsible for all medical and indemnity expenses up to a specific dollar
amount, while we are responsible for medical and indemnity expenses over that level. We provide the same
comprehensive management services for deductible guaranteed-cost policies and standard guaranteed-cost
policies.

We determine the premium to be charged an employer based on several factors, including: (i) the expected
dollar loss per $100 of payroli for the employer’s industry; (ii) the employer’s experience modifier, a measurement
of the difference between the employer’s past claims experience and its industry average; (iii) an upward or
downward adjustment to the premium based on our assessment of the risks associated with providing coverage for
the employer; and (iv) competitive market prices. An employer’s expected dollar loss and experience modifier are
each determined by an independent rating agency established or adopted by its state, based on a three-year average
of the claims’ experience of the employer and its industry.

Service Offerings. In 2004, we began a strategic initiative to offer disability management products and
services directed at workers’ compensation on a fee-for-service basis in order to diversify our offerings, providing
us a non-risk source of revenue. This strategic initiative extends our workers’ compensation and disability
management services to self-insured employers and other alternative market non-risk customers. We charge a
fee to these customers based on the expected number of ciaims managed or the time committed to the customer. We
grew our services from offering solely third-party administration in 2003 to providing a broad range of service
offerings in 2006. At December 31, 2006, our annualized service revenues totaled approximately $5.6 million.
Annualized service revenue represents the estimated total value of service contracts that are in place at any point in
time. In 2005, we pui. this business under a division of RTW that we named Absentia.
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Sales and Marketing

We sell our traditional workers’ compensation insurance products to insured employers through independent
insurance agencies and brokers, including several large national agencies. Agency commissions averaged 6.5% of
gross premiums eamed in 2006, compared to 6.7% in 2005 and 7.1% in 2004. Our ten highest producing agencies
accounted for $19.8 million or 41.6% of premiums in force in 2006, compared to $21.4 million or 40.3% in 2005
and $26.1 million or 41.6% in 2004. No agency accounted for more than 6.6% of premiums in force in 2006,
compared to 7.1% in 2005 and 7.4% in 2004. We continually market our insurance products to agencies in our core
regions to keep them aware of developments in our business. Each region’s underwriting team is responsible for
establishing and maintaining agency relationships.

We sell our non-insurance services through sales personnel employed by us, through our independent agents
and brokers and further leverage our vendor and other key relationships to introduce us to employers that could
benefit from the services we offer.

Reinsurance

We purchase reinsurance to protect our insurance results from potential losses in excess of the level we are
willing to accept. We share the risks and benefits of the insurance we underwrite with reinsurers through reinsurance
agreements. Our primary reinsurance is excess of loss coverage that limits our per-occurrence exposure.

Under an “excess of loss” reinsurance policy, we pay a reinsurer a negotiated percentage of gross premiums
earned. In return, the reinsurer assumes all risks relating to injuries over a specific dollar amount on a per occurrence
basis. In Minnesota, we are required to purchase excess of loss coverage for our Minnesota policies from the
Minnesota Workers’ Compensation Reinsurance Association (WCRA). In states other than Minnesota, we purchase
excess of loss coverage through private reinsurers.

The following table summarizes our reinsurance coverage (all losses ceded on a per occurrence basis):

Covers Losses Per Occurrence:

In Excess of: Limited to:
Minnesota:
2006 WCRA . ... e $390.,000 Sta